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This guide is designed to assist Tribal entities by providing insights on actions
they can undertake to minimize potential penalties. It is not all inclusive, and
your local ITG Specialist is available to address any questions that are not
adequately covered within this document.
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Receiving a Notice From IRS

Tribal governments or other tribal entities occasionally receive notices from the Internal
Revenue Service. These notices arise from various situations such as failure to deposit
payroll taxes timely, and late filing or non-filing of various returns. The two most important
things to do are:

- Determine, through a review of your records, if the notice is correct, AND
Respond to the notice on or before the date required.

Failure to respond timely can lead to the assessment of penalties and interest. Failure to
review records to ensure the correctness of the notice can lead to payment of unneces-
sary penalties. If the notice is determined to be correct and additional tax, penalties, and
interest are due; payment should be made within the time frame shown in the notice.

Indian Tribal Government Specialists and other IRS personnel are ready to assist you in
understanding the notices and determining their accuracy. Our Customer Account
Services staff can be contacted toll-free at 1-877-829-5500. This call center is open from
8:00 am to 4:30 pm eastern time.

ITG Specialists are also available to assist when a timely response to an incorrect notice
does not achieve a satisfactory resolution to the situation. The ITG Specialist can review
your response and help you file the proper forms to resolve the issue or ensure the case
is routed to the proper office for resolution.
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SSA and IRS Reconciliation Processes

As the Social Security Administration (SSA) processes employer wage reports, it maintains a record
of total Social Security and Medicare wages and tips processed for each employer. These totals are
then compared with the totals for Internal Revenue Service (IRS) employment tax records filed by the
employer with IRS on Form 94| returns. Employers whose reports to IRS and SSA do not balance are
contacted for an explanation of the discrepancy and asked for additional wage evidence.

¢ IRS contacts employers who reported more wages to SSA than to IRS.
e SSA contacts employers who reported more wages to IRS than to SSA.

Failure to resolve these discrepancies may result in IRS assessment of penalties for filing incorrect
reports.

When more wages were reported to IRS than to SSA, the SSA is concerned that employees' earnings
are not credited correctly to the agency's records. SSA examines some of these cases and makes an
effort to resolve the difference without contacting the employer.

When an effort to resolve the discrepancy is unsuccessful or a resolution is not possible without the
employer’s assistance, SSA sends a notice and questionnaire to the employer, requesting the earnings
data needed to resolve the case. If SSA does not receive a response after 120 days, the employer is
sent a second notice. When no response is received after the second notice, IRS is responsible for
contacting the employer and may impose penalties, if necessary.

Balancing Forms 941 to Form W-3 Information

You should balance or reconcile your Form 941 reports to your Form W-3 for the year. This will help
you identify and resolve errors in your records which could lead to the filing of erroneous reports.
You should balance cumulative quarterly Forms 941 for the tax year to the Form W-2/W-3 informa-
tion in your records at the end of the tax year.

Compare the amounts you reported to SSA on Form W-3 to the sum of the amounts you reported to
IRS on Forms 941 for the tax year.

Review your copies of filed Forms 941 for the year along with the payroll records for the year. Iden-
tify any over or under reporting of income or wages, and adjust any overpayment or underpayment of
taxes on the Form 94| for the erroneous quarter. For example, a 2005 reporting error discovered
during April 2006 would be an adjustment on the second quarter 2006 Form 941. Form 94lc is not a
stand-alone form; it must be filed with the next quarter’s Form 941.

Annual amounts from payroll records should match the total amounts reported on all Forms 941 for
the year; the total amounts reported on all Forms 94| for the year should match the sum of the same
data fields which are shown in the W-3 totals. If these amounts do not match, recheck records and
identify necessary adjustments.

To assist you with this process, a worksheet has been provided on the following page.




Forms 941,W-2, and W-3 Reconciliation

e Annual amounts from payroll records should match the total amounts reported on all Forms 94|

for the year.

e Total amounts reported on all Forms 94| for the year should match the sum of the same data
fields shown in the W-3 totals.

e If these amounts do not match, recheck records and identify necessary adjustments.

column a columnb | columnc |columnd| columne column f column g
COMPARISON AREA 941 Form 941 | W-2, W-2s Amount on | Difference
Line # (all 4 WwW-3 (total of all W-3 (col c
quarters) | Box # forms) minus col e)
Compensation Line 2 Box |
Federal Income Tax Line 3 Box 2
Social Security Wages Line 5a Box 3
Col. |
Social Security Tips Line 5b Box 7
Col. |
Social Security Tax Line 5a + 5b
Col. 2
Social Security Tax Line 5a + 5b Box 4
comparison computation (column2)
divided by 2
Medicare Wages Line 5c Box 5
Col. |
Medicare Tax Line 5c
Col. 2
Medicare Tax Line 5c Box 6
comparison computation | (column 2)
divided by 2




The Basics of Federal Tax Deposits

When you pay your employees, you do not pay them all of the money they have earned. The income
tax and the FICA (Social Security and Medicare) that you withhold from your employees’ paycheck are
part of their wages. Even though you pay these withheld taxes to the United States Treasury, they are
still your employees’ earnings.

The portion of your employees’ wages that you withhold for transmitting to the Treasury is called
“Trust Fund” taxes. Through this withholding, your employees pay their contributions toward their
retirement benefits (Social Security and Medicare) and the income taxes reported on their own tax
returns. Your employees’ trust fund taxes, along with the employer’s matching share of FICA, are paid
to the Treasury through the Federal Tax Deposit (FTD) System.

You should deposit these amounts on time for the employees’ benefit. Postponing the tax deposit
isn’t the same as using your own money to make late payment on a phone bill or to a supplier. Con-
gress established large penalties for employers that delay in turning over employment taxes to the
Treasury. If you delay paying that money, the more it could cost you.

FTD Penalty on $3,000 Deposit To illustrate how much it will cost you to make your
$500 3380 Federal Tax Deposits late, consider this example. As-
q s | sume your monthly liability for withheld income tax,
3 Social Security and Medicare tax, and your employer’s
5 $300 4500 — matching share totals $3,000 per month. Review the
N graph to see how quickly a penalty for making late de-
N S— —
= 0 $150 posits increases. As you can see, using your trust fund
5 $100 ™ - - | taxes to finance your other operating expenses can be
very costly.
" ry )4
105 6to15 16 + Taxes unpaid
Days past due date 10 days after bill
Failure to Deposit Penalty Percentage Rates
The FTD penalty is|Cause for Penalty Penalty Percentage Rate

computed by multiply-

. Deposits made |-5 days late 2%
ing the amount of tax
you have underpaid by |Deposits made 6-15 days late 5%
a penalty percentage
rate based ohn how DepOSitS made |6 + da)’S Iate IO%

many days late you
make the deposit. Taxes unpaid after the |0th day 15%

These penalties for late following the Ist IRS bill
deposits are expensive.
For amounts not prop-
erly or timely depos-

ited, the penalty rates
are shown on the table | Amounts subject to Electronic Deposit 10%

at the right. requirements but not deposited via EFTPS

Deposit made at unauthorized 10%
financial institution




In addition to the deposit penal- Other Penalties

ties, you will also be subject to S
penalties if you late file your : .02 : Maximou
Form 941 or don’t pay the|Late Filed Tax Return 5% per month of unpaid tax 25%
amount due on the return as :% per month of

shown on the table at the right. Late Paid Tax unpaid tax, then 1% after 25%
Please review your payroll proce- Notice of Intent to Levy

dures to determine if you are
making timely deposits. When you make timely deposits, you avoid penalties. When you avoid penal-
ties, money is available for other governmental needs. Don’t let penalties get out of hand. They are
avoidable!!!

Who must make deposits?
Deposits are required if you file Form 941 with $2,500 or more in taxes per quarter.

What taxes must be deposited?
e Income tax withheld from your employees
e FICA (Social Security and Medicare) tax withheld from your employees
e FICA (Social Security and Medicare) — the employer’s share

Important Difference
e Making deposits and filing employer returns with payments are not the same.
e Taxes are reported by filing, and paid by depositing.

When should you make Form 941 tax deposits?
e If your total taxes for the quarter are less than $2,500, they can be paid with the return or
deposited by the return due date.
e If your total taxes on Form 94| are $2,500 or more, you'll need to determine which
deposit schedule to follow (monthly or semi-weekly).
e The easiest/safest way is to make a deposit the same day you make payroll or no later
than the deposit due date.

Summary of steps to avoid Failure to Deposit Penalties:
Make deposits on or before the deposit due date.
e Make your deposit any time between the payroll liability incurred date and the deposit
due date.
e You are not required to wait until the due date nor will you receive a penalty for making
deposits prior to the due date.
¢ Mail or deliver the Form 8109 deposit coupon with your payment so that it will arrive at
the bank no later than the deposit due date.
e For deposits made by EFTPS to be on time, you must initiate the transaction at least
one business day before the date the deposit is due.
Make deposits with an authorized financial institution (i.e. commercial bank) that is authorized to ac-
cept federal tax deposits.
Include a summary of your tax liability with Form 941.
¢ Monthly depositors use line 17 of Form 941.
e Semiweekly depositors use Schedule B, Employer's Record of Federal Tax Liability.

Additional information can be found in Publication 3151-A (Rev. 7-2004) Understanding Federal
Tax Deposits.




How to Avoid an “Averaged” Failure-To-Deposit
Penalty

IRS may assess an “averaged” failure-to deposit (FTD) penalty of 2% to 10% if you are a monthly
schedule depositor and did not properly complete the monthly liability section (Part 2) of Form 941
when your total adjusted tax liability shown on Form 94| exceeded $2,500.

IRS may also assess an “averaged” FTD penalty of 2% to 10% if you are a semiweekly schedule deposi-
tor and your total adjusted tax liability shown on Form 941 exceeded $2,500 and you

I) completed the monthly liability section of Form 941 instead of Schedule B (Form 941),

2) failed to attach a properly completed Schedule B (Form 941), or

3) improperly completed Schedule B (Form 941) by, for example, entering tax deposits instead of tax
liabilities in the numbered spaces.

The average FTD penalty is computed by taking your total adjusted tax liability shown on Form 941
and distributing it equally throughout the tax period. As a result, your deposits and payments may
not be counted as timely because the actual dates of your tax liabilities cannot be accurately deter-
mined.

An “averaged” FTD penalty can be avoided by reviewing your return prior to filing it. Follow these
steps before submitting your Form 941.

e If you are a monthly schedule depositor, report your tax liabilities (not your deposits) in the
monthly liability section (Part 2) shown on Form 941.

e If you are a semiweekly schedule depositor, report your tax liabilities (not your deposits) on
Schedule B (Form 941) in the lines that represent the dates your employees were paid. Verify that
your total liability on the bottom of Schedule B (Form 941) equals your total adjusted tax liability
shown on Line 10 of Form 941.

e Do not show negative amounts in the monthly liability section Schedule B (Form 941). If your
prior period correction results in a decrease to your tax liability, reduce your liability for the day
that you discovered the error by the tax decrease resulting from the error, but not below
zero. Apply any remaining decrease to subsequent liabilities.




How to Respond to Notices and Avoid
Form 1099 Penalties

Some entities may receive Notice 972CG, which is a Notice of Proposed Civil Penalty. You will re-
ceive this notice and a listing of the information returns if you filed Forms 1099 or W-2G with miss-
ing or incorrect name/Taxpayer ldentification Number (TIN) combinations. A name/TIN combination
is incorrect when it does not match or cannot be found on the IRS files that contain Social Security
Numbers and Employer Identification Numbers. Notice 972G proposes a penalty of $50 for each re-
turn you did not file correctly. You should compare the listing with your records to determine:

-If you took appropriate action to meet the requirements for reasonable cause, and
- If you must make an annual solicitation in the current year to avoid penalties in the
future years.

One way to obtain the necessary information and avoid penalties is to secure a Form W-9, Request for
Taxpayer Identification Number and Certification, or an acceptable substitute. A W-9 is used by per-
sons required to file information returns (such as Forms 1099-MISC, Forms 1099-R, or Forms W-2G)
with the IRS to get the payee’s correct TIN prior to making a payment to a vendor, especially a service
provider vendor.

A Social Security Number (SSN) must be used with an individual name even though he or she may also
have an Employer ldentification Number (EIN). He or she must always furnish his or her individual
name regardless of whether he or she uses a SSN or an EIN. A sole proprietor may also provide a
business name or dba (“doing business as”), but the individual name must be listed first on the account
with you.

Other businesses should enter the business name as shown on required federal tax documents. The
dba may be listed on the second line “business name”. The EIN of the entity should be entered in part
| of Form W-9 requesting the TIN.

Your TIN is not interchangeable with different names. A business Employer Identification Number
(EIN) must be used for a partnership or corporation. A Limited Liability Company (LLC) may be a sole
proprietorship, partnership, or corporation. A LLC that is a sole proprietorship must provide the so-
cial security number of the sole proprietor and not the EIN for the LLC.

The Form W-9 certifies for you that the payee’s TIN is correct and the payee is a U.S. person. It also
states the kind of business entity and may determine if you have a requirement to file an information
report. The form is signed under penalty of perjury. Penalties may be applicable to payees for failure
to furnish the TIN or providing false information. Payers may be subject to civil penalties for missing
or incorrect information on the information reports.

U.S. resident aliens who are not eligible to receive a SSN must apply for an Individual Tax Identification
Number (ITIN) on Form W-7, Application for IRS Individual Taxpayer identification Number. A Form
W-9 is also used by individuals who have an ITIN.




Backup withholding will apply if:

I) The payee fails to furnish his or her SSN or TIN to you, or
2) The IRS notifies you to impose backup withholding because the payee furnished
an incorrect TIN.

Tips for Obtaining “Good” TINs:

e Always obtain the contractor’s TIN before paying for services.

e Avoid abbreviating company names.

e If possible, refer to and use the same name as it appeared on the original application for the EIN
(Form SS-4) or social security card.

¢ If you know a company has changed its name, ask if they have informed the IRS of the change. The
IRS and SSA must be informed of any name changes.

¢ When filing Form 1099-MISC for a sole proprietor, always put the individual’s name, first, followed
by the business name. For example, Joe’s Garage should be reported as Joseph Johnson, DBA Joe’s
Garage. It does not matter whether you are using an EIN or SSN, the individual’s name must ap-
pear first.

e The best tool to help you gather good information on contractors and vendors is Form W-9 (or a
substantially similar version). It is a good resource for obtaining correct payee names/TINs and
other certifying exempt status for reporting purposes. In addition, the form specifically addresses
the issue of sole proprietors. When properly completed, you will know if a contractor is a sole
proprietor and therefore you will know to use the individual name first.

More information on backup withholding may be obtained in Publication 1281, Backup Withholding on
Missing and Incorrect Name/TINs. For additional information refer to the instructions for the Form
W-9. Please maintain the Forms W-9 in your files in event that the Internal Revenue Service requests
verification of the name/TIN listed on the Form 1099.

If you have questions about withholding, information reporting, Forms 1099, or the CP2100 or
CP2100A Notice(s) and listing(s), you may call your local ITG specialist or Martinsburg Computing
Center (MCC) Information Reporting Program Customer Service Section Telephone: 865-455-7438
(toll free) or 304-253-8700 (not toll free) Hours: 8:30 a.m. to 4:30 p.m. Monday through Friday, east-
ern time, E-Mail: mccirp@irs.gov.

The table on the next page can be used as a quick reference should you receive a CP2100 or
CP2100A notice.
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What should you do if you receive a CP2100 or CP2100A notice?

What's the problem?

Compare the IRS listing to your
records and...

Then...

Missing TINs

Begin or continue backup withholding
immediately

Solicit TIN from Payee...

1. Initially (when payment was made)

2. First Annual Solicitation by December 31 of the
year payment is made (for 2004 payment this was
12/31/04).

3. Second Annual Solicitation by December 31 of
the following year (for 2005 payments this date is
12/31/05).

Incorrect TINs

If they agree (the TIN/name combina-
tion on the list match the W-9, W-2G, or
other documents in your records)

Send the 1st or 2nd “B” notice to the payee:

1. You have 15 business days to send a “B” Notice to
a payee, include a Form W-9.

2. Backup withhold from any reportable payments if
the payee certification is not returned to you within
30 days after you receive the CP2100/2100A.

3. Do not backup withhold if the payee furnishes the
required certification (Form W-9 in response to the
1st “B” notice, or Form SSA-7028 or IRS Letter
147C in response to the 2nd “B” Notice).

4. Keep these documents on file to show you have
met the requirements for reasonable cause when
the proposed missing or mismatch penalty notices
are sent.

5. The 2nd “B” Notice should be sent to the payee if
this is the second CP2100/2100A Notice you have
received within three calendar years for this payee.

If they do not agree, if could be be-

cause-

1. You put the incorrect information
on the return;

2. The information changed after you
filed it; or,

3. IRS misprinted the information in
processing.

=

Correct & update your records.

2. Use the correct TIN/name information for future
filing.

3. Make a note of the error in your records.

Following and documenting these procedures is a very

important step to establishing “reasonable cause” when the

Proposed Missing and Incorrect TIN Penalty notices are

received.

11




